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Published: November 03, 2007 in Knowledge@SMU 
“Cash is king” goes the saying. Even companies enjoying brisk business have been known to fail because of
unhealthy cash flows. How can businesses best report on and manage the cash they receive and spend?
International accounting standards bodies favour the use of the direct method (DM) in preparing cash flow reports.
However, the accounting profession is split over DM’s benefits versus the indirect method (IM) which is used more
often.
In the paper "Do Direct Cash Flow Disclosures Help Predict Future Operating Cash Flows and Earnings" which was
published in The Accounting Review, Singapore Management University accounting professor Yoonseok Zang and his
collaborator, Steven Orpurt, show conclusively that the direct method does better at predicting future performance
and earnings based on a study of over 100 US-based companies which used direct cash flow statements.
A DM statement reports the source of operating cash inflows and outflows directly to facilitate assessment of an
organisation’s risk. The format of a DM cash flow statement differs from the IM cash flow statement in that the DM
statement directly reports individual cash flows from various operating activities, such as collections from customers,
employee salaries or inventory purchases. The IM cash flow statement on the other hand, as its name implies, is
derived from re-processing and re-classifying data from the income statement to filter out non-cash items such as
credit sales and purchases, and other adjustments.
Lack of Empirical Evidence
Given that a firm’s ability to generate cash flows and operating earnings is closely linked to its value, a primary
objective of financial reporting is to provide data to help the accounting user assess the amount and timing of
prospective cash flow and earnings. “While proponents of DM statements claim that such information is beneficial for
forecasting future cash flows and earnings, its actual impact is largely unknown despite prolonged regulatory
debates on the format of cash flow statements,” stated Zang.
Because of the conflicting opinions in the profession, accounting standards bodies recommend the use of DM
disclosures while also permitting IM cash flow statements. “There is an ongoing discussion about the benefits of the
DM presentation but only limited empirical evidence exists,” said Zang. While few studies have been undertaken on
DM cash disclosures, they all conclude that DM disclosures are useful. However, these studies were limited by
various research and design constraints. In response to the dearth of reliable data, Singapore Management
University accounting professors Yoonseok Zang and Steven Orpurt carried out their own study to assess the
benefits for companies which voluntarily adopted direct method cash flow statements.  
One objective of the authors’ study was to establish if DM cash flow statements offer a sound basis to make
accurate predictions of future cash flows and earnings. “Ultimately, the total net cash figure is the same, whether
one uses the direct or indirect method,” explained co-author Orpurt. “However, for operational reasons, the net cash
figure alone is insufficient for management decisionmaking. To operate efficiently, pay its obligations and grow
financially, an organisation must get a grip on its current and projected cash flow position.” For example, when
inventory purchases or employee salaries are due, receivables accrued from credit sales cannot be used to pay for
such items, hence the case for using DM cash flow statements.
DM More Realistic and Transparent?
According to the DM school of thought, DM offers analysts better insights into the current cash position by
specifically recording operating cash inflow and outflow items which allows for realistic projections of future
operating cash flow. For example, the direct method format helps shed light on the projection of cash generated
from a specific business activity in terms of two categories, “persist” or “transitory”. Cash is said to persist when
what is generated is consistent over a given period, and is said to be transitory when no cash trend is discernible
from that activity.
Another benefit of the DM that needed to be verified by this study was whether it resulted in greater transparency
and resulting market confidence based on cash flow position, often an important starting point for analysts making
an assessment of the company. Just as every organisation needs to know how much cash is generated and spent,
so do business partners, suppliers, customers and investors. “Financial guidelines are given for a purpose, which is to
entail greater transparency all round,” said Zang. With DM cash flow disclosure, analysts are privy to specific figures
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for cash flows and earnings. This facilitates their predictions of an organisation’s future operating cash generating
capacity which, in turn, should result in a sound judgment call on its stock price.
Findings
The authors analysed publicly available information beginning with an initial database of 503 US-based firms which
voluntarily produced DM statements between 1989 and 2000. As a result of various control parameters applied to
ensure that the findings stood up to scrutiny, the number was narrowed down to 119 firms which held DM data over
several years. Incidentally, the research team observed a reduction in DM disclosures filed by companies from 206 in
1989 to 135 in 2000.
Zang and Orpurt found that users relying on DM records to project future operating cash flow were in a better
position to balance the timing of payments and allocating upcoming earnings -- as compared with other colleagues
working on IM statements – because they possessed specific information on the current cash position. The way DM
components are recorded suits cash flow projections better, whereas IM disclosures are derived from mathematical
conversion of data which have to be adjusted. Thus, there are further issues about the margin of error with the
indirect method.
Another issue the authors researched was whether the two methods could be interlinked. “The reality of the
situation is that the indirect method is widely used. Therefore, one focus of our research was whether one can
estimate the DM components from IM disclosures and income statements without substantial estimation errors,” said
Orpurt. “Indeed, the size and prevalence of errors have been found to be significant, testifying that the DM
statements are not redundant.” This supports the CFA (Chartered Financial Analyst) Institute’s view that deriving
DM components from IM cash flow statement is not a simple mechanical conversion.
In addition to demonstrating that DM components cannot be accurately estimated from other financial statement,
the authors’ research also revealed two other benefits from using DM disclosures. “In firms that disclosed DM
statements, we found that DM disclosures were incrementally informative as compared with IM disclosures for
predicting future cash flows, especially pertaining to DM components such as cash received from customers and
cash paid to employees and suppliers,” explained Orpurt.
The other research question was to ascertain whether the stock price captured more information on future
performance of firms when the DM statements were disclosed. According to Orpurt, disclosed DM components did
provide investors with a useful basis for estimating future earnings, also incremental to information from IM
statements, thus improving the quality of stock price information.
DM Is Cost-effective
One objection raised by the accounting profession was the higher cost incurred to maintain a separate set of DM
records. While the authors did not take into consideration the cost of producing DM disclosures in their study scope,
they found that DM statements of cash flows can be produced cost-effectively. As Orput explained, “So far, three
countries, New Zealand, Australia and China, have made it compulsory for companies to make DM cash disclosures.
There has been no adverse feedback to date from companies in these three countries pertaining to issues or
problems arising from the ruling.”   
Commenting on how their research could influence future practice, Zang said, “These findings indicate that the
accounting standards bodies might fruitfully reassess current disclosure requirements pertaining to DM statements of
cash flows. Our main contribution through this research was to document the predictive value of DM disclosures for
future operations. We concluded that DM disclosures are valuable to investors because they do help predict future
cash flows and earnings.”
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